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BRAZIL: 


Exchange Rate, Money Supply and 
Domestic Prices 


Exchange Rate (Cr$ per US$) 
Exchange Rate (year average) 
Inflation (IGP) % 
Inflation (INPC) % 
Money Supply (Ml, year-end 
billion Cr$) 





National Accounts 
GDP in Current Dollars 
(billions) 
(GDP Growth in Constant 
Cruzeiros (%) 
Per capita GDP in Current Dollars 


Industrial Indicators 
Industrial Production Index (%) 
of which extractive (%) 
manufacturing (%) 
Automobiles (thousands) 
Raw Steel (Million MT) 
Industrial Electrical Consump- 
tion (Billion KWh) 


Balance of Payments (US$ billion) 
Exports 
primary products 
industrialized products 
Exports to the U.S. (%) 
Imports 
oil/other fuels 
intermediate goods 
capital goods 
consumer/other goods 
Imports from U.S. (%) 
Trade Balance 
Interest Payments (net) 
Other Services (net) 
Foreign Debt (gross) 
Foreign Reserves (gross) 
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INTRODUCTION AND SUMMARY 


Economic growth in 1986 continues buoyant, running at close to 1985's booming 
8.3 percent increase. Another trade surplus in the 12 billion dollar range is 
forecast, more than enough to meet Brazil's external interest payments. The 
country has accumulated a comfortable level of reserves. 


A new era in Brazilian economic history began on February 28, 1986. On that 
date President Sarney decreed the revolutionary "“Cruzado Plan," a series of 
measures designed to halt Brazil's triple-digit inflation by ending the 
pervasive system of automatic, short-term adjustment (indexation) of wages, 
debts, the exchange rate, and other facets of the economy. 


The initial effect of the Cruzado Plan was highly favorable. Prices actually 
fell in March 1986, after several monthly increases of around 15 percent. The 
economy continued to grow rapidly as the latest wage increases fueled a 
continuation of 1985's consumer spending boom. The external accounts remained 
strong. Within a few months, however, the combination of frozen prices and 
higher wages produced spot shortages and squeezed profit margins in several 
sectors. The government has increased imports of meat, milk, and grains to 
combat shortages of food products. 


This year and next may be banner years for imports. A booming economy, a 
domestic industry running at full capacity, bad weather in the agricultural 
sector, and high levels of foreign reserves promise improved opportunities for 
U.S. exporters. Non-oil imports may expand by as much as 30 percent in 1986. 
Some import liberalization measures are possible in response to the country's 
increased needs. 


The investment picture is less clear. Uncertainty remains about future 
government policies in areas affecting foreign direct investment, such as 
price controls, wages, the exchange rate, and market reserve for informatics 
products. Better opportunities may soon exist for portfolio investment. The 
Central Bank has made known its intention to issue new regulations to 
facilitate conversion of debt into equity investment. Similarly, the Central 
Bank is expected to issue regulations soon to establish a mutual investment 
fund for foreign investors, similar to the Korea Fund and Mexico Fund that 
operate in those countries. 


Brazil continues the transition to democratic government. President Jose 
Sarney carefully holds together the alliances that have given hima 
comfortable majority in the Congress. Governors and a new Congress will be 
elected in November 1986. This Congress will also serve as a constituent 
assembly to write a new Constitution. 


ECONOMIC POLICY 


Brazil posted the highest growth rate in the Free World in 1985 -- 8.3 
percent. It could beat that record in 1986. The growing problem of 
bottlenecks and shortages is widely expected to produce a lower growth rate in 
1987. 
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The Brazilian economy continues to react to the anti-inflation shock treatment 
of the February 28 Cruzado Plan. With those measures, the government 
drastically curtailed indexation and adjusted debts and other obligations to 
remove the effects of indexation and high inflationary expectations. Prices, 
wages, mortgage payments, and school fees were frozen after being adjusted to 
reflect average real levels. The government introduced a new currency, the 
cruzado. Salary cost-of-living adjustments were reduced. Unemployment 
insurance was introduced. The government created an interbank market, 
permitted shorter term bank CD's and other instruments, and moved to 
liberalize reserve requirements. 


The Cruzado Plan was successful in its primary objective of halting high 
inflation while preserving economic growth and balanced external accounts. 
But it has not eliminated inflationary pressures. Consumer demand is 
overheated. The continuation of the February 28 price freeze into late 1986 
has produced gradually worsening spot shortages. The use of illegal payment 
premiums has become common as a device for rationing scarce goods. Imports 
have increased as domestic industry and agriculture have been unable to keep 
up with demand. 


Over the medium-term the greatest concerns are low domestic savings and 
stagnant investment. Brazil's savings rate -- 16 percent of GDP in 1985 
compared to 23-25 percent in the 1970's -- is not considered sufficient to 
maintain high levels of economic growth in a non-inflationary environment, 
especially when combined with the low level of foreign borrowing because of 
the debt crisis. 


INFLATION 


Inflation has fallen sharply. Official inflation for the six months from 
March through August totaled 6.4 percent compared to monthly inflation of 15 
percent before the Cruzado Plan. However, the official government inflation 
index is measuring primarily price-frozen goods on the fixed price list, 
without taking into account the illegal premiums, short weight, reduced 
quality and other devices used to evade the official prices. Compulsory loans 
(basically surtaxes) on new and used automobiles, gasoline and alcohol fuel, 
and the surtax on international travel are also not included in the official 
indexes. 


Inflation as measured by the official index will be low by Brazilian standards 
this year -- probably around 50 percent December to December, about 13 
percent (March-December) from the announcement of the Cruzado Plan -- due to 
the deindexation of the economy and the price freeze. Price trends in 1987 
will depend largely on government price control policy, wage policy, fiscal 
and monetary policy, and exchange rate policy. Private forecasts of 1987 
inflation range from as low as 10-15 percent to as high as 50-60 percent. 


MONETARY POLICY 


The financial system is undergoing important changes as a result of the 
Cruzado Plan. The composition of financial assets has changed with a rise in 
demand deposits, currency, equity and real investments and a decline in fixed 
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interest-rate investments. The government is encouraging a trend towards 
floating rate financial instruments as a replacement for pre-Cruzado Flan 
indexed securities. It is also increasing taxes on short-term instruments 
(less than 2 months) and lowering taxes on longer term instruments to 
encourage longer term investment. 


The monetary aggregates have risen sharply in 1986. The Cruzado Plan led to a 
sharp increase in Ml as Brazilians increased their holdings of cash and demand 
deposits in response to stable prices. From March 1 through end-August demand 
deposits rose 216 percent. In recent months cash balances and demand deposits 
have leveled off. The government took advantage of the increased demand for 
money to make net redemptions of its internal debt. However, the need to 
finance the Treasury's deficit will force the government to resume domestic 
borrowing in the remainder of 1986. 


EXCHANGE RATE POLICY 


Since 1983 and up to February 28, 1986, the government linked the currency to 
the dollar by devaluing the cruzeiro frequently in line with domestic 
inflation. This exchange rate policy has been partially responsible for the 
strong trade performance in the last few years. On February 28, the cruzado 
(the new currency) was fixed against the dollar, at 13.77 cruzados to 
buy-13.84 to sell per dollar. There have since been mini-devaluations. 


BALANCE OF PAYMENTS 


Brazil's balance of payments situation has improved remarkably in the last few 
years, from a current account deficit of $15 billion in 1982 to small 
surpluses in the last two years. The current account should be close to 
balance again in 1986. A trade surplus of around $12 billion is expected 
again this year. 


In the capital account, since 1983 Brazil has rolled over all principal 
payments on debt owed to commercial banks. In 1983 and 1984 Brazil rolled 
over 95 percent of principal and interest on debt to official institutions 
(Paris Club creditors). S3razil has made only partial payment to its Paris 
Club creditors in the last two years and significant arrears have built up -- 
$2 billion as of mid-June 1986. 


New foreign direct investment (not including re-investment) has fallen sharply 
in recent years from $1.1 billion in 1984 to less than $300 million in 1986. 


At the end of 1985 Brazil's international reserves were $11.6 billion. 


EXTERNAL DEBT 


While Brazil remains the world's most indebted developing country, total 
external debt is declining slightly in real terms. The external debt should 
remain at about $100 billion through 1986. Foreign commercial banks have 
rolled over principal payments coming due through March 1987. The government 
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of President Sarney has declared that it does not intend to negotiate an 
upper-tranche program with the IMF to replace the program that ended in late 
1984. 


FISCAL POLICY 


In December 1985 a major tax reform concentrated on raising revenue from 
business, especially the financial sector. The personal income tax was 
modified to make revenues more "“inflation-proof." However, despite progress 
in raising revenues and in reforming the budget process, the government has 
taken no significant actions to reduce government expenditures. The 1986 
public sector deficit is forecast at about 4-5 percent of GDP. 


The personal and corporate income taxes are the primary tax revenue producers 
for the federal government. In addition, there are a federal excise tax 
(IPI), a tax on financial operations (IOF), and various specialized taxes. 
The Brazilian constitution limits the taxing authority of state and municipal 
governments. The value-added tax (ICM) provides most state government 
revenues, but municipalities and poorer states depend heavily on federal 
revenue transfers. 


ENERGY 


The buoyant economy, increasing personal income and strong industrial growth 
have increased energy consumption. Electricity consumption in 1985 is 
estimated at 170,750 GWH (Giga-Watt-Hours). Of this, hydroelectric provides 
84 percent, thermoelectric 15.5 percent and nuclear 0.5 percent. These 
percentages are not expected to change significantly over time. 


Petroleum/Gas/Alcohol: Brazilian petroleum production is averaging 600,000 
barrels per day, a 3 percent increase over the same period last year. Sixty 
percent of the petroleum produced is from the Campos Basin. Petroleum 
reserves are estimated at 2.07 billion barrels. Natural gas production is 
estimated at 14 million cubic meters per day. Reserves are now estimated at 
93 billion cubic meters. Negotiations with Pecten (a subsidiary of Shell) are 
underway for the commercial production of natural gas discovered off-shore of 
Santos, Sao Paulo, the first under a risk contract. Fuel alcohol production 
in the 1986/87 year is expected to reach 12 billion liters. However, due to 
increased domestic use, little, if any, of it will be available for export. 


Hydroelectric: The 8,000 MW Tucurui hydroelectric project is scheduled to be 
completely on line in 1993. The first phase will be completed in 1988, 
generating 3,960MW. In 1990 Itaipu will be generating 12,600 MW. Four of its 
eventual 18 generators are now generating 2,800 MW, used in Sao Paulo state. 
Despite this increase in capacity, demand and below normal rainfall threaten 
electricity rationing in the southern part of the country from Sao Paulo to 
Rio Grande do Sul. There are plans to increase electrical generating capacity 
and to improve the transmission system to more effectively and easily transfer 
electricity from one area of the country to another. 





MINERALS 


Iron Ore: Brazil is the world's largest iron ore exporter. Domestic iron ore 
production in 1984 was 110.2 million metric tons (MMT), an increase of 24 
percent over the previous year. The 1985 production was 123 MMT and exports 
were 73.76 MMT ($1,181.3 million). Brazil exported 88 MMT of iron ore and 
pellets (26 percent increase over 1983) worth $1.58 billion (10 percent more 
than 1983). Exports of iron ore for the first eight months of 1985 were up by 
46 percent over the same period in 1984. The huge Carajas project is now 
exporting ore through the port of Sao Luis. 


Tin: In 1986, production should remain at about the 1985 level of 25,000 
metric tons of contained metal. 


Gold: The 1985 figures are expected to show production of about 40-50 tons of 
gold, most of it from prospectors. Over the long term, more of Brazil's gold 
should be produced by commercial enterprises. Anglo American Mining, Rio 
Tinto Zinc and British Petroleum are among the foreign investors in gold 
production in Brazil. 


Aluminum: The Albras aluminum smelter was inaugurated in 1986 in Northern 
Brazil, producing at half of its 320,000 MT/year capacity. Eventually, it 
will draw its raw materials from bauxite mines in the Amazon region. In 1985 
Brazil exported 3.3 MMT of bauxite ($93.6 million) and 218,792 MT of aluminum 
($272,497,000). Aluminum exports are rising as the Albras project builds to 
its full capacity. 


AGRICULTURE 


Production: Brazilian agriculture experienced a difficult period in 1986. 
Extended drought during the major planting season disrupted production and 
caused major losses in soybeans, corn, drybeans, cotton and coffee, as well as 
milk and beef production. Rice and wheat were two major exceptions. Strong 
food demand, because of increases in real salaries and controlled food prices, 
have severely restricted food supplies and provoked shortages of major food 
items throughout the country. As a result Brazil will have to import over $1 
billion of milk, meat, corn, drybeans, potatoes, and other products. 


The production outlook for 1987 is more positive, despite continued problems 
with milk and meat supplies. A new agricultural package announced by the 
government will increase emphasis on production of crops for domestic 
consumption. Meat and dairy products are of such concern that the government 
plans to form buffer stocks. If current weather conditions remain favorable, 
crop production will increase again in 1987. 


Trade: Despite a drop in agricultural production in 1986 due to the drought 
and depressed world commodity prices, Brazil is expected to maintain the same 
level of export earnings as in previous years. Most of the increase in 
earnings will come from higher coffee prices. Smaller increases are expected 
from soybean meal, tobacco, sugar, cocoa and wood products. Imports of 
agricultural products are expected to set a 10-year record. U.S. - Brazil 
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trade in agriculture (Jan-Jun 1986) showed Brazilian exports to the United 
States of $1 billion, while Brazilian imports from the United States were only 
$137 million. Wheat imports were reduced, mainly due to higher domestic 
production. However, U.S. agricultural exports to Brazil will likely reach 
$750 million in 1986, up from the $470 million of 1985, due to major sales of 
beef and non-fat dry milk. 


INDUSTRY 


Vigorous industrial activity, beginning in the latter half of 1985, continued 
through the first half of 1986. The table below shows the percentage change 
between Jan/Jun 1986 and the same period in 1985. 


Mineral Extraction 7.9% 
Manufacturing 12.2% 
Capital Goods 24.6% 
Intermediate Goods 8.7% 
Consumer Goods 14.3% 
- Durables 40.5% 
- Non-durables 8.8% 


Despite this generally favorable picture various factors cloud a sustained 
industrial recovery and continue to dampen investment. Some of the obstacles 
are price controls, high interest rates on borrowed money and uncertainty over 
the long-term direction of the economy. With booming demand, shortages are 
appearing and many industries have had to halt production of certain products 
because of lack of inputs. 


Motor vehicles: Vehicle output grew by 32.9 percent to 652,000 units. 
Although domestic sales increased by 41.7 percent, demand was even higher, as 
the long waiting period for a new car shows. The price freeze has lowered 
some profit margins below costs and forced automakers to increase exports, 
which are not subject to price controls. Exports increased 4.4 percent to 
$860 million. Tractor production and sales grew 26 percent and 24 percent, 
respectively. 


Steel: In 1986 Brazil is expected to produce 22 million metric tons (MMT) of 
crude steel, operating at close to full capacity. However, several branches 
of the industry are having trouble securing enough inputs due to strong 
domestic demand and lack of capacity. Therefore, imports are increasing and 
are expected to reach 580,000 MT by the end of the year, including cold and 
hot rolled products. The following table indicates percentage increase over 
Jan/Jun 1985 and quantity produced in the same period of 1986. 


Product Percent Quantity 


Crude steel ; 10.2 MMT 
Rolled Products : 7.6 MMT 
Flat Rolled Products ; 4.4 MMT 
Non-Flat Products ; 3.2 MMT 
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Steel exports’ shot up by 40.5 percent in volume and were $884.6 million, up by 
40.2 percent in value. The industry estimates that demand will outstrip 
supply if no new investment in expanding capacity is made. Projections 
indicate that capacity must be expanded to 44 MMT by the year 2000 to meet 
expected demand. 


Capital goods: The capital goods industry grew by 24.6 percent, with machine 
tools, textiles, plastics and printing sectors enjoying the strongest demand. 
Capacity utilization increased to 76 percent, still below the 1980 peak of 84 
percent. Export receipts dropped, while imports rose 30 percent in the first 
half of the year. They are expected to close the year 40 percent higher. 


Textiles: Output increased by 13.9 percent, fiber production climbed 16.2 
percent, and capacity is reaching its upper limits. Exports grew by 9.6 
percent, to $460 million. Textiles are now Brazil's third most important 
manufactured export. Because little investment was made during the recession 
years, the industry is proposing a 4-year, $1 billion dollar capital 
investment to increase production and modernize manufacturing processes. 
Since the domestic textile machinery industry cannot provide the most modern 
equipment, limited imports of certain types of equipment have been 
authorized. As of June 1986 these imports totalled $45 million, and if 
pending requests are approved, could total $200 million. 


Footwear: The industry expects to earn $1.2 billion from exports this year. 
Exports have increased primarily to Europe, but the US share should remain at 
85 percent. Raw leather is in short supply; as well, the industry must also 
update its manufacturing technology, especially in leather production. 
Recently the government announced that new technology leather processing 


equipment could be imported free of duties and the IOF (financial operations 
tax). 


Pulp and Paper : Pulp and paper production increased 7.3 percent in the first 
half, primarily because of strong internal demand, which accounted for about 
80 percent of output. Domestic sales, primarily of printing paper and 
packaging products, rose 8.3 percent , while exports increased 13.4 percent. 
Capacity utilization has reached its limits. The industry has formulated 
plans for $2.6 billion in production expansion throuch 1990. While these 
plans are being implemented the industry may have to import in order to 
maintain domestic supplies and export commitments. 


Shipbuilding: The shipbuilding industry has recently received orders from 
Brazilian shippers. However, the entire maritime industry is awaiting the 
final results and Congressional approval -- most likely in 1987 -- of a 
proposed new maritime policy. The weak financial situation of the 
shipbuilding industry and conference carriers is unchanged. 


Civil Construction: Large withdrawals from savings accounts have seriously 
depleted the amount of money available for financing housing starts. The 
exception is luxury units, paid for in cash during construction. The National 
Housing Bank (BNH) has pledged to provide funds to construct 50,000 low income 
housing units. However, any lasting solution must await the availability of 
long-term, affordable financing. 
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Services. The services sector in Brazil is still developing. Brazilian 
engineering and construction firms have $2.2 billion of projects in progress 
around the world and bids on almost $3 billion more. The banking industry is 
still protected and only allows limited participation by foreign capital. 
Tourism and advertising are growing, based primarily on increased real 
purchasing power. Informatics, telecommunications and related sectors are 
still in their infancy. Uncertainty about government import and investment 
restrictions and insufficient intellectual property protection have limited 
joint ventures in the most modern technologies. Insurance and reinsurance are 
still mostly a national affair, although foreign companies can now own up to 
50 percent of a Brazilian insurance company. Reinsurance is still the 
prerogative of the central govenment. 


LABOR 


As part of the February 28, 1986 reforms, the government adjusted wages to 
reflect their average purchasing power of the past six months, plus eight 
percent. The minimum wage was raised by 15 percent above its average real 
level. Semi-annual adjustments to fully reflect past inflation were replaced 
by a guarantee of annual adjustments by 60 percent of inflation. Adjustments 
will be granted more frequently if inflation reaches 20 percent. Further 
increases may be negotiated between workers and employers, but the government 
does not permit increased wage costs to be passed through to retail prices. 


The high level of consumer demand caused by the Cruzado Plan has led to a 6 
percent annual rate of job creation and higher pay checks. Although the 
financial sector has lost over 100,000 jobs due to the Plan, unemployment is 
at its lowest since 1980. Shortages of skilled workers have developed in 
various industries. 


While the number of strikes and employees affected has not changed 
significantly since 1985, real wage increases and real reductions in basic 
food costs have lowered the intensity of the striker demands. More non-wage 
factors are now included in strike demands, with the 40 hour workweek being a 
prime goal (so far unsuccessfully achieved). The government has avoided using 
repressive measures against strikes. It has sent a liberalized strike law to 
Congress, but passage is unlikely before the November elections. The CONCLAT 
labor association has reorganized itself to become a full-fledged labor 
central. 


IMPLICATIONS FOR THE U.S.: INVESTMENT POLICY 


The registration of foreign investment is governed by Law 5141 whose basic 
provisions have been unchanged for over 20 years. The registration of foreign 
investment is virtually automatic except for sectors where foreign investment 
is restricted by the Constitution or by separate legislation. Brazil has 
regional development and incentive programs for areas such as the Northeast 
and the Amazon, as well as a Free Trade Zone in Manaus. 


Certain markets are reserved for Brazilian nationals, such as the merchant 
marine, the information media and petroleum exploration and refining (other 
than on the basis of a risk contract with Petrobras, the state oil company). 
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Foreign investors are subject to restrictions in other sectors such as 
banking, informatics, petrochemicals, mining, telecommunications, 
pharmaceuticals, aircraft and the alcohol fuels program. 


Other government regulations and policies, which have tended to limit or 
discourage foreign investment, are price controls, remittance controls, import 
controls and inadequate protection of intellectual property. President Sarney 
is expected to submit legislation to the Congress in late 1986 proposing a 
copyright protection regime for software. Uncertainty still exists regarding 
the implementation of the 1984 informatics law, especially as it pertains to 
the import and production of products with digital technology and to the 
approval for the establishment of joint ventures in the computer and 
high-technology areas. The new Constitution expected to be written in 1987 
may contain provisions concerning the role of foreign capital in Brazil. 


The Central Bank is working on new regulations governing the conversion of 
debt into equity investment. These regulations may facilitate such 
transactions, which have been limited under the current legal regime. The 
government is also preparing regulations to permit foreign investors to invest 
in Brazil capital markets through a mutual investment fund for foreign 
investors ("Brazil Fund"). 


IMPLICATIONS FOR THE U.S.: IMPORT POLICY 


Imports increased in 1986 as the economy continued to boom and Brazilian 
industry reached capacity in many sectors. A gradual liberalization of import 
restrictions is likely in view of Brazil's heavy import demand and strong 
foreign reserve position. As of May 1, 1986 imports from the United States 
had increased by $78 million over the same period last year. However, there 
are still numerous barriers to U.S. importers: high tariffs, the prior 
licensing system administered by the Foreign Trade Department (CACEX) of the 
Bank of Brazil, the restricted importation of things produced in Brazil (the 
Law of Similars), and outright prohibition of imports of a wide range of 
consumer goods and of micro- and mini-computers under the market reserve 
policy of the Informatics Law. 


There are good opportunities for U.S. exporters in the following sectors: 
specialized electronic components, medical instruments and equipment, avionics 
and traffic control equipment, process control instrumentation, analytical and 
scientific instruments, machine tools and equipment, and informatics products 
whose importation is not currently prohibited by the market reserve policy 
(i.e. large CPU's, certain peripherals, sophisticated operating systems 
software and CAD/CAM). 


Further details on Brazil's import system are contained in the Overseas 
Business Report: Marketing in Brazil (OBR 85-07) available from the 
Publications Sales Branch, Room 1617, U.S. Department of Commerce, Washington, 
D.C. 20230. 
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Let us help you find your best overseas markets. 


Exporting can be less than profitable if you aren’t 
selling to your best markets. Yet finding up-to-date, 
reliable information about overseas markets can be 
time consuming and frustrating. 


Now you can benefit from the detailed research and 
on-site interviews conducted by experienced overseas 
research analysts for the U.S. Department of 
Commerce. 


What you get 


DOC’s International Market Research Reports are 
comprehensives studies of single industries in selected 
countries or regions. They provide— 

¢ information on market access and trade barriers, 
¢ analyses of market size and trends, and 

¢ demand forecasts. 


They also list— 

¢ market share figures, 

¢ imports from the United States, 
* best selling products, 

¢ end-users and key buyers, 


This product is provided by DOC’s U.S. and 
Foreign Commercial Service, your global 
network of trade professionals. 


* potential agents, 
* trade associations, and 
* local publications suitable for advertising. 


What you pay 


International Market Research Reports cost from 
$50 to $250 and are available on a variety of industries. 
We will send you a catalog listing prices, industry 
titles, and countries when you mail in the coupon 
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MAIL TO: 

U.S. Department of Commerce 
International Trade Administration 
U.S. and Foreign Commercial Service 
P.O. Box 14207 

Washington, DC 20044 


Please send me a catalog of available International 
Market Research Reports. 


[_] Please have a Trade Specialist contact me with more 
information. 


Name 
Company Telephone 
Address 


City 











